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Mr. Chairman and distinguished Members of the Committee. My nameisWilliam
Powers. | am the Dean of the University of Texas Law School. For the past three months; |
have served as Chairman of the Specid Investigative Committee of the Board of Directors of

Enron Corporation. | gppreciate the opportunity to come and testify before you today.

As you know, during October of last year, questions were being raised about Enron's
transactions with partnerships that were controlled by its Chief Financid Officer, Andrew
Fastow. In the middle of October, Enron announced that it was taking an after-tax charge of
more than $500 million againgt its earnings, because of transactions with one of those
partnerships. Enron dso announced areduction in shareholder equity of more than abillion
dollars. At the end of October, the Enron Board established a Special Commiittee to investigate
these matters, and then asked meif | would join the Board for the purpose of chairing that
Committee, and conducting thet investigation. With the help of counsd from Wilmer, Cutler &
Pickering and professiond accounting advisors from Deloitte & Touche, we have spent the last

three months conducting that investigation.



Our Committee' s Report was filed on February 2. 1t coversalot of ground and will, |
hope, be a helpful starting point for the necessary further investigations by Congressond
Committees, by the Securities and Exchange Commission, and by the Department of Justice. A

copy of the Executive Summary is attached to my Statement here.

Many questions currently part of public discusson—such as questions relating to the
employees retirement savings and sales of Enron securities by insders—are beyond the scope
of the charge we were given. These are matters of vita importance. The employees' |oss of

their retirement plansisatragic story. But we did not address these matters in our Report.

We were charged with investigating transactions between Enron and partnerships
controlled by its Chief Financia Officer, or people who worked in his department. That is what

our Report discusses. Mr. Chairman, as| have said before: What we found was appdling.

First, we found that Fastow—and other Enron employeesinvolved in these
partnerships—enriched themsdves, in the aggregate, by tens of millions of dollars they should
never have received. Fastow got at least $30 million, Michael Kopper at least $10 million, two
others $1 million each, and till two more amounts we believe were & leagt in the hundreds of

thousands of dollars.

Second, we found that some transactions were improperly structured from an

accounting point of view. It isimportant to note that, if they had been structured correctly,



Enron could have kept assets and liabilities (especidly debt) off of its badance sheet. But Enron

did not follow the accounting rules.

But we found something even more troubling than those individud instances of
misconduct, and failures to follow accounting rules. We found a systematic and pervasve
attempt by Enron's Management to misrepresent the Company’ sfinancia condition. Enron
Management used these partnerships to enter into transactions that it could not, or would not,
do with unrdaed commercid entities. Many of the most Sgnificant transactions apparently
were not designed to achieve bona fide economic objectives. They were designed to affect

how Enron reported its earnings.

As our Report demonstrates, these transactions were extremely complex. | won't try to
describe them in detail here. But | do think it would be useful to give just one example. It

involves efforts by Enron to “hedge” againgt losses on investments it had made.

Enron was not just a pipeline and energy trading company. It dso had large investments
in other businesses, some of which had gppreciated subgtantidly in vaue. These were volatile
investments, and Enron was concerned because it had recognized the gains when these
investments gppreciated, and it didn't want to recognize the losses if the investments declined in
vaue. So Enron purported to enter into certain “hedging” transactions in order to avoid
recognizing losses from its investments.  The problem was that the hedges weren't red. The

idea of a hedge is normaly to contract with a credit-worthy outsde party that is prepared—for



a price—to take on the economic risk of an investment. |If the vaue of the investment goes
down, that outside party will bear theloss. That is not what happened here. Essentialy, Enron

was hedging with itsdf.

The outsde parties with which Enron “hedged” were the so-caled “Raptors.” The
purported outside investor in them was a Fastow partnership. In redity, these were entitiesin
which only Enron had aredl economic stake, and whose main assets were Enron' s own stock.
The notes of Enron' s corporate secretary, from ameeting of the Finance Committee regarding
the Raptors, capture the redlity: “Does not transfer economic risk but transfers P+L volatility.”
These were not real economic hedges; they just affected Enron' s earnings statement by alowing

Enron to avoid reporting losses on its investments.

Asit turned out, the value of Enron’sinvesments fell at the same time that the value of
Enron stock fell, and the Raptors became unable to meet their obligations on the “hedges.” But
even if the hedges had not failed in the sense | just described, the Raptors would have paid
Enron with the stock that Enron had provided in the first place; Enron would smply have pad

itself back.

Thisraises an important point thet is easy to missin the thicket of these very complex
transactions. There has been much discussion about who understood what about Fastow and
his partnerships. But there is no question that virtually everyone, from the Board of Directorson

down, understood that the company was seeking to offset its investment losses with its own



stock. That isnot the way it is supposed to work. Real earnings are supposed to be compared

to red losses.

Asaresult of these transactions, Enron improperly inflated its reported earnings for a
15-month period—from the third quarter of 2000 through the third quarter of 2001—by more
than $1 billion. This means that more than 70 percent of Enron' s reported earnings for this

period were not redl.

How could this have happened? The tragic consequences of the related-party
transactions and accounting errors were the result of failures at many levels and by many people:
aflawed idea, sdlf-enrichment by employees, inadequatel y-designed controls, poor
implementation, inatertive oversght, smple (and not-so-smple) accounting mistakes, and

overreaching in a culture that appears to have encouraged pushing the limits,

Whenever this many things go wrong, it is not just the act of one or two people. There
was misconduct by Fastow and other senior employees of Enron. There were falluresin the
performance of Enron' s outside advisors. And there was a fundamenta default of leadership

and management.

Leadership and management begin at the top, with the CEO, Ken Lay. Inthis
company, leadership and management depended as well on the Chief Operating Officer, Jeff

Skilling. And it depended on the Board of Directors.



In the end, thisis atragedy that could and should have been avoided. | hope that our
Report, and the work of this Committee, will help reduce the danger that it will happen to some

other company.



